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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

NI M5, Judge: This matter is before the Court on
petitioners’ notion for award of reasonable adm nistrative and
litigation costs, filed pursuant to section 7430 and Rul es 230

t hrough 233, and request for a hearing. Unless otherw se
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i ndi cated, section references are to sections of the Internal
Revenue Code in effect at all relevant tinmes hereunder.
Ref erences to section 7430 are to the version of that section in
effect at the tinme the petition was filed. However, costs
incurred on or before January 18, 1999, are subject to section
7430 as anended by the Taxpayer Relief Act of 1997, Pub. L. 105-
34, secs. 1285, 1453, 111 Stat. 1038, 1055. Costs incurred after
January 18, 1999, are subject to section 7430 as anended by the
I nt ernal Revenue Service Restructuring and Reform Act of 1998
(RRA 1998), Pub. L. 105-206, sec. 3101, 112 Stat. 727.

Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.

Pursuant to section 7443A and Rules 180 and 183, this matter
was assigned to and heard by Special Trial Judge Lewis R
Carluzzo. Hi's recommended findings of fact and concl usi ons of
law were filed and served upon the parties by Order of July 5,
2005.

By the abovenentioned Order, the parties were also given
until August 31, 2005, to nmake specific witten objections to the
Special Trial Judge’'s recomended findings of fact and
conclusions of law. In response thereto, respondent filed a
tinmely Notice of No Objection. Petitioners tinely filed 26 pages

of Objections to Recomendati ons (Objections).
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Rul e 183(d) provides that due regard shall be given to the
ci rcunstance that the Special Trial Judge had the opportunity to
evaluate the credibility of witnesses, and the findings of fact
recomended by the Special Trial Judge shall be presuned to be
correct.

We have duly considered petitioners’ (Objections and are not
convinced thereby that the Special Trial Judge’'s neticul ous and
exhaustive recomendati ons are in any substantive way incorrect
or inconplete. W therefore conclude that they should be adopted
as the report of the Court. W have made no changes to the
recommended findings of fact and conclusions of |aw, except to
rel ocate a footnote into the text and renunber the remaining
f oot notes, change several headings, insert an explanatory
parent hetical sentence, and nodify certain introductory
provi sions. The recomended findings of fact and concl usi ons of
| aw of Special Trial Judge Lewis R Carluzzo, as so nodified, are
herei nafter set forth as the report of the Court.

After concessions by respondent,?! the issues for decision
are as follows: (1) Wether respondent’s positions in the
adm ni strative and court proceedings are substantially justified;

(2) whether petitioners unreasonably protracted the

! Respondent concedes that petitioners: (1) Exhausted their
adm ni strative renedi es, see sec. 7430(b)(1); (2) substantially
prevail ed, see sec. 7430(c)(4)(A)(i); and (3) satisfy the
applicable net worth requirenent, see sec. 7430(c)(4)(A(ii).
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adm ni strative and court proceedings; and (3) whether the
admnistrative and litigation costs clained by petitioners are
reasonabl e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
Petitioners are husband and wife. They resided in Richardson,
Texas, at the tinme that the petition was filed in this case.
References to petitioner are to Audrey Kathl een Hennessey.

In 1982, petitioners forned Beacon Tel ephone Systens,

Inc. (Beacon), a Texas corporation that was an S corporation
for all years relevant here. See secs. 1361(a) and 1362.
Petitioners have been the sol e sharehol ders of Beacon since its
i ncorporation. According to petitioners, Beacon’s business

i nvol ves the manufacture and installation of tel ephone systens
that control building access. During the years in issue,
Beacon’s clients were | ocated in Lubbock, Texas.

Petitioner was a professor at Texas Tech University (the
University) in Lubbock, Texas, during all periods relevant here.
During her 19-year tenure at the University, petitioner directed
research at the University's Institute for Studies in
Organi zati onal Automation (the Institute).

In 1982, petitioner started an uni ncorporated consulting
busi ness, Industrial Scientific & Ofice Automation (1 SQOA

Consul ting), which shared the same acronymas the Institute.
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In 1994, petitioner and Dr. Youling Lin (also a professor at
the University) forned I SOA, Inc., a Texas corporation that was
al so an S corporation for sonme of the years in issue. Petitioner
and Dr. Youling Lin each owned 50 percent of |SOA Inc.

Initially, 1SOA, Inc., conducted business in Lubbock, Texas. In
1995, I1SOA, Inc., noved the corporation’s business operations to
Ri chardson, Texas. |In addition to |ISOA Inc., petitioner
continued to operate | SOA Consul ting.

As part of an arrangenent with the University, |1SQOA Inc.
licensed intellectual property developed at the Institute to
various third-party entities. In turn, I1SOA Inc., distributed a
portion of the licensing fees received to the University and to
student-inventors as royalty paynents. In QOctober 1996, | SQOA,
Inc., entered into a final royalty fee agreenent with the
University as to the distribution of the Iicensing fees received
by 1SOA, Inc. The licensing agreenent between | SOA Inc., and
the University provided that 1SOA Inc., would retain 30 percent
of the net licensing fees received, the University would receive
15 percent, student-inventors would receive 50 percent, and a
corporate co-inventor would receive 5 percent. Additionally, per
the terns of the |icensing agreenent, |1SCA, Inc., could be
obligated to refund any licensing fees to the third party if the
patents were not approved for the licensed intellectual property.

| SOA, Inc., used anpbunts fromthe licensing fees to pay various
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expenses (for exanple, the cost of filing a patent application)
before any royalties were paid.

According to petitioner, she typically travel ed on
approxi mately 150 trips per year as part of her duties with the
University, |ISQA Consulting, and I SOA, Inc. She testified that
Uni versity professors could be reinbursed for enploynent-rel ated
travel expenses only to the extent of $1,000 per year.? Gants
obtai ned by petitioner on behalf of the University also provided
for sone paid travel expenses. According to petitioner, any
remai ni ng travel expenses were paid by petitioners.

The University’'s policy required that petitioner provide an
expense report for each trip regardl ess of whether her travel
expenses were ultimately reinbursed. According to petitioner:
(1) Oiginal travel receipts were attached to the expense reports
submtted to the University; (2) a travel reinbursenent check
fromthe University was usually received within 5 or 6 nonths
after submtting an expense report; and (3) the reinbursenent
check did not always identify the specific travel expenses for
whi ch petitioner was being reinbursed. Petitioner did not keep

records of what travel was reinbursed by the University, nor did

2 This testinony appears to be inconsistent with the
rei nbursenent evidence fromthe University, as well as the
anounts reported by petitioners as reinbursenents on their tax
returns and “general | edgers”.



- 7 -
petitioner reconcile the anmounts actually reinbursed by the
University with the anbunts submtted on the expense reports.

Petitioner also clainmed to have paid the travel expenses of
students not enployed by the University who provi ded assi stance
on her trips. Petitioner included the students’ travel expenses
on her expense reports submtted to the University.?3 Accor di ng
to petitioners, M. Hennessey often acconpani ed petitioner on her
business trips. For instance, M. Hennessey acconpani ed
petitioner on her clained business trips to the United Ki ngdom
Si ngapore, Brazil, and Italy. Petitioners testified that they
woul d often conduct business related to the University, |SQOA
Consul ti ng, Beacon, and/or ISOA Inc., on a single trip.
Petitioners’ claimed business travels al so included personal
pl easure, for exanple a trip to their son’s wedding in Maryl and
and to petitioner’s nother in Al aska.

According to petitioners, many of their air travel expenses
were paid with discounted tickets provided by their daughter, an
airline enployee. Additionally, petitioners clained to have
received significant discounts on car rentals and hotels.

Petitioners testified that they either repaid their daughter in

3 1In addition, petitioner clainmed to have often advanced the
travel expenses of students enpl oyed by the University who
traveled with her. These expenses were submtted to the
University, and the rei nbursenent checks were endorsed by the
students to petitioner. |In addition, petitioner also testified
that such reinbursenents by the University could take “up to a
year or a year and a half”.
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cash or paid her various expenses.* Petitioners did not maintain
any receipts or other docunentary evidence with respect to the
anounts paid to, or on behalf of, their daughter.

| . Federal | ncone Tax Returns

A. Petitioners’ |ndividual Tax Returns

Sonme time prior to the end of 1993, petitioners sent to the
I nternal Revenue Service (IRS) a joint Form 1040, U.S. [ndividual
| ncome Tax Return, for 1992. That docunment had “Esti mated”
witten on the top of the first page (1992 “Estimated” return).
Petitioners testified that they prepared and sent the 1992
“Estimated” return in that manner because they were not in
possession of all their supporting docunents and therefore were
not able to determ ne the exact amounts to be reported on the
return.

On or about August 12, 1994, petitioners sent to the IRS an
unsi gned Form 1040 for the 1993 taxable year. Petitioners had
witten “Estimated” on the top of the first page of the unsigned
1993 return (1993 “Estimated” return). The 1993 “Esti mat ed”
return did not have any attached schedul es or forns.

Petitioners clainmed that they were unable to file a final
tax return for either 1992 or 1993 prior to the end of 1994 due

to tine restraints fromtheir various work responsibilities,

4 For exanple, on their 1994 return, petitioners deducted
$17,874 for paynents made to, or on behal f of, their daughter.
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whi ch included the incorporation of 1SCA, Inc., and petitioner’s
conpeting work and travel demands, as well as a famly crisis.
On Decenber 18, 1994, after being contacted by the IRS
petitioners sent a reply letter to the IRS which stated that
t hey planned to have their 1992 and 1993 returns conpl eted by
January 15, 1995. Petitioners testified that their work
responsibilities, as well as personal concerns, prevented them
fromconpleting their 1992 and 1993 returns by their self-inposed
January 15, 1995, deadli ne.

On or about March 1, 1995, respondent received a second Form
1040 for the 1992 taxable year which again had “Estinmated”
witten on the top of the first page.

On or about Cctober 1, 1996, petitioners submtted an
unsi gned Form 1040 to the IRS for the taxable year 1993 (1993
unsi gned return).

On Decenber 30, 1996, petitioners filed a Form 1040 for the
1993 taxable year (1993 return). On the 1993 return, anong ot her
itenms, petitioners: (1) Reported a net operating | oss (NOL)
carryforward deduction from 1992 of $18,347; (2) clained a
deduction for travel expenses of $13,016 on Form 2106, Enpl oyee
Busi ness Expenses; and (3) deducted $17,293 of travel expenses on
the Schedule C, Profit or Loss From Business, for |SOA

Consul ti ng.
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On or about March 1, 1997, petitioners submtted an
addi tional Form 1040 to the IRS for the 1993 taxable year with
“Anmended” witten on the first page, as well as on several of the
pages attached to the return (1993 “Anended” return).
Petitioners reported a deduction for travel expenses of $29,978
on Form 2106. Petitioners also deducted $21,594 for travel
expenses on the Schedule C for |1 SQA Consul ting.

Petitioners reported adjusted gross inconme on the four 1993

returns submtted to the IRS as foll ows:

Adj ust ed

Ret urn gr oss i ncone
1993 “Esti mated” return $54, 300
1993 Unsi gned return 68, 349
1993 Return 32,937
1993 “Amended” return 19, 442

Wth the exception of the 1993 “Esti mated” return which had no
schedul es or forns attached, each of the 1993 tax returns sent by
petitioners to the I RS had doubl e deducted expenses such as
nmortgage interest and real estate taxes.

On the Schedules C for | SOA Consulting, which were attached

to the 1993 returns, petitioners reported the follow ng anmounts:?®

1993 1993 1993
“Unsi gned” return Filed return “Anrended” return
G oss | ncome $27, 953 $17, 936 $9, 576
Tot al Expenses (35, 659) (40, 707) (46, 674)
Net Loss (7,706) (22,771) (37,098)

5> There was no Schedule C attached to the 1993 “Esti mat ed”
return.
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On Decenber 30, 1996, petitioners filed with the IRS a Form
1040 for the 1994 taxable year (1994 return). On the 1994
return, petitioners reported negative adjusted gross incone of
$11, 364 and an NOL carryforward of $51,284. Petitioners reported
deductions for travel expenses of $9,258 and $24, 847 on Form 2106
and Schedule C, respectively. On the Schedule C for | SOA
Consul ting, petitioners included “Royalties paid” of $46,200 as
part of the cost of goods sold. Petitioners also clainmed
mul ti pl e deductions for sonme of the sane expenses on the 1994
return.

I n August 1997, petitioners sent to the IRS a second Form
1040 for the taxable year 1994 with the word “Revised” witten at
the top of the first page, as well as on several attached pages
(1994 “Revised” return). On the 1994 “Revised” return,
petitioners reported deductions for travel expenses of $5,101 and
$29, 533 on Form 2106 and Schedul e C, respectively.

On the Schedules C for | SOA Consulting attached to the 1994

returns sent to respondent, petitioners reported the follow ng

anount s:
1994 1994
Ret ur n? “Revised” return
G oss i ncone (%2, 692) $13, 055
Tot al expenses (42,272) (34,939)
Net | oss (44, 964) 2(20, 344)

1 As noted by petitioners on both the Schedul e C and Schedul e E, Suppl emental | ncone
and Loss, attached to the 1994 return, these amounts included petitioners’ portion
of the gross receipts and expenses from | SQOA Inc.

2 This anount is a nmathematical error and shoul d have been $21, 884.
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On Decenber 30, 1996, petitioners filed with the IRS a Form
1040 for the 1995 taxable year (1995 return). On the 1995
return, petitioners reported adjusted gross inconme of $25,439 and
an NOL carryforward of $50,132. Petitioners clainmed deductions
for travel expenses of $9,428 and $21, 565 on Form 2106 and
Schedul e C, respectively. Petitioners again clainmed nmultiple
deductions for sonme of the sane expenses.

On or about March 14, 1997, respondent received a second
Form 1040 from petitioners for the taxable year 1995 with
“Amended” witten at the top of the first page (1995 “Anended”
return). On the 1995 “Anmended” return, petitioners reported
adj usted gross incone of $6,395. Petitioners also reported
deductions for travel expenses of $14,586 on both the Form 2106
and Schedul e C.

On or about August 18, 1997, respondent received a Form 1040
frompetitioners for the 1996 taxable year. On the 1996 return,
petitioners reported adjusted gross incone of $16,529 and an NOL
carryforward of $36,157. On a Schedule A, Item zed Deducti ons,
petitioners clained a deduction for “Job travel: accom in
Dall as” in the anpbunt of $59,479. Petitioners also clainmed a
deduction for travel expenses on Form 2106 of $36,714. On the

Schedule C for |1 SOA Consulting attached to the 1996 return
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petitioners reported gross income of $38,220 and total expenses
of $38,220. On the 1996 return, petitioners claimed nultiple
deductions for sone of the sane expenses.

B. Beacon’s Tax Returns

On or about August 12, 1994, Beacon submtted an “Estimated”
Form 1120S, U.S. Inconme Tax Return for an S Corporation, for the
t axabl e year 1993 (Beacon’s 1993 “Estimated” return) along with
petitioners’ 1993 “Estimted” return. Beacon' s 1993 “Esti mated”
return reflected that Beacon was on the cash recei pts and
di sbursenents nethod of accounting (cash basis) for Federal
i nconme tax purposes.®

On or about March 4, 1997, Beacon filed with the IRS a
second Form 1120S for the taxable year 1993 (Beacon’s 1993
return). Beacon’s 1993 return reported total inconme and total
deductions of $13,691 and $24, 248, respectively, for a | oss of
$10,557. Beacon’s total deductions included travel expenses of
$13, 717.

Along with petitioners’ 1994 “Estimated” return, Beacon
submtted for the taxable year 1994 a Form 1120S with “Esti mat ed”
witten on the top of the first page (Beacon’s 1994 “Esti mated”
return). Beacon’s 1994 “Estimated” return reported total incone

and total deductions of $5,000 and $2, 710, respectively.

6 At all relevant tinmes during the years in issue, Beacon
used the cash basis nmethod of accounting for Federal incone tax
pur poses.



- 14 -

On or about June 30, 1997, Beacon submtted a second Form
1120S for the taxable year 1994 with “Amended” witten on the top
of the first page (Beacon’s 1994 “Anended” return). On Beacon’s
1994 “ Amended” return, Beacon reported total inconme and total
deductions of $4,936 and $17, 760, respectively, for a | oss of
$12,824. The total deductions included travel expenses of
$9, 887.

On or about March 14, 1997, Beacon submtted a 1995 Form
1120S with “Amended” witten on the top of the first page
(Beacon’s 1995 “Anended” return).’” On Beacon’s 1995 “Anended”
return, Beacon reported total inconme and total deductions of
$6, 454 and $14,870, respectively, for a loss of $8,416. The
total deductions for 1995 included travel expenses of $5,615.

Beacon filed a Form 1120S for the taxable year 1996. On the
1996 Form 1120S, Beacon reported total inconme and total
deductions of $10,564 and $12, 540, respectively, for a | oss of
$1,976. For 1996, Beacon deducted travel expenses of $6,572.

C. | SOA, Inc.’s Tax Returns

On or about July 10, 1995, respondent received | SOA Inc.’s
Form 1120S for the 1994 taxable year (I1SOA, Inc.’s 1994 return).
| SOA, Inc.’s 1994 return was prepared on the cash basis nethod of

accounting. [ISOA, Inc., reported gross profit of $18,749 and

" Based on the record, there is no indication that Beacon
subm tted any other 1995 return prior to Beacon' s 1995 “ Anended”
return.
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total deductions of $10,384 for 1994. [SOA Inc.’s tota
deductions included travel expenses of $8, 228.

On or about Septenber 23, 1996, respondent received a 1995
Form 1120S (I SOA, Inc.’s 1995 return) prepared by Edward Chui
(M. Chui), the corporation’s certified public accountant. | SOA
Inc.’s 1995 return was prepared on the cash basis nethod of
accounting. The 1995 Form 1120S reported total incone of
$191, 383 and total deductions of $170,679, for ordinary incone of
$20, 704. Deductions included “Royalties Paid To | nvestors” of
$104, 860 and travel expenses of $21,069. On a bal ance sheet
attached to I SOA, Inc.’s 1995 return, the corporation |isted
“Advances From Ot hers” of $195, 000 under “CQther Current
Liabilities”. On the Statenent of Assets, Liability & Equity for
t he taxabl e year endi ng Decenber 31, 1995, ISOA Inc. also
reported a current liability for “Unearned |Incone (Escrow)” of
$195, 000.

On August 16, 1996, ISOA, Inc., termnated its S corporation
el ection and was thereafter a C corporation.

On or about Septenber 13, 1996, respondent received an
anended 1994 Form 1120S for I1SOA, Inc., for the taxable period
begi nni ng August 18, 1994, and endi ng Decenber 31, 1994, (I SOA

Inc.’”s 1994 anended return) prepared by M. Chui. [1SQA Inc.’s
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1994 anended return was prepared on the cash basis nethod of
accounting. |1SQA, Inc.’s 1994 anended Form 1120S refl ected
ordi nary inconme of $12,894.

On or about March 19, 1997, respondent received from | SOA,
Inc., a Form 1120S for the taxable year beginning January 1,
1996, and endi ng August 15, 1996. |1SOA, Inc.’s 1996 return was
prepared on the cash basis nethod of accounting. |[|SOA Inc.’s
1996 Form 1120S reported taxable income of zero and total
deductions of $69,937, for a |oss of $69,937. The total
deductions included travel expenses of $22, 856.

On or about March 19, 1997, respondent received ISOA Inc.’s
Form 1120, U.S. Corporation Inconme Tax Return, for the taxable
year begi nning August 16, 1996, and endi ng Decenber 31, 1996.
The 1996 Form 1120 reflected that the return was prepared on the
accrual nethod of accounting. On the 1996 Form 1120, |SOA Inc.
reported total inconme of $446, 454 and total deductions of
$482,825, for a loss of $36,371. On the bal ance sheet attached
to the Form 1120, I1SOA, Inc., listed under “Cther Current
Liabilities” ending balances for “Royalty Payable” and “Deferred
And Unear ned | ncone” of $185,500 and $195, 000, respectively.

1. Respondent’s Exam nati ons

On June 12, 1996, respondent notified petitioners by letter
that their 1992 individual tax return had been sel ected for

exam nation in respondent’s Lubbock office. Revenue Agent Susan
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Sutton (Agent Sutton) was responsible for the exam nation of
petitioners’ 1992 taxable year. As part of the initial
exam nation for 1992, Agent Sutton requested that petitioners
provi de, anong other itens, their 1991 through 1993 tax returns.
Respondent al so schedul ed an appoi ntnent in August to neet with
petitioners and di scuss the exam nati on.

Petitioners engaged Carol yn Stephenson (Ms. Stephenson), a
certified public accountant, to represent themduring their
exam nation. M. Stephenson did not prepare petitioners’ 1992
return, nor did she request to see petitioners’ 1992 return.

In their initial discussion Ms. Stephenson advi sed Agent
Sutton that sone of petitioners’ docunents had been |ost or
m spl aced. Agent Sutton allowed petitioners until August 21,
1996, to gather the docunents originally requested.

On July 9, 1996, Agent Sutton issued to petitioners an
| nf ormati on Docunent Request (I DR) which requested, in part, that
petitioners provide by August 21, 1996, their individual tax
returns for the 1991 through 1995 taxable years, as well as
Beacon’s tax returns for the taxable years 1991 through 1995. In
addition, the IDR requested “books, records, invoices, receipts,
statenents, and any other data to verify” incone and expenses

Wi th respect to petitioners’ 1992 tax year. At petitioners’
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request for additional tinme to gather the docunentation, Agent
Sutton extended the tinme for petitioners’ response to Cctober 1,
1996.

On or about Cctober 1, 1996, petitioners provided Ms.

St ephenson wth a box of documentation related to petitioners’
travel activities. This docunentation also included petitioners’
1992 return.

On Cctober 1, 1996, Ms. Stephenson net with Agent Sutton and
provi ded her sonme docunents, including bank statenents and charge
card statenents, to review with respect to petitioners’ 1992
taxabl e year. M. Stephenson also informed Agent Sutton that
petitioners had been unable to collect sone of the requested
docunents, including travel receipts and rei nbursenent
docunentation fromthe University. The neeting between Ms.

St ephenson and Agent Sutton | asted approximately 1 hour.

On Cctober 3, 1996, Agent Sutton issued an | DR which
requested, in part, the “itens requested in the original
appoi ntnent letter that has [sic] not yet been provided.” The
| DR al so requested, in part, all tax returns frompetitioners and
Beacon for the taxable years 1991 through 1995 and | SOA, I nc.
for the taxable years since its incorporation. In addition,

Agent Sutton requested supporting docunentation with respect to a
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nunber of petitioners’ clainmed expenses. M. Stephenson notified
Agent Sutton that the requested information would be provided by
the m ddl e of Novenber.

On Novenber 15, 1996, Agent Sutton issued an | DR and
request ed, anong other itens, substantiation of the inconme and
expenses with respect to petitioners’ 1993 through 1995 taxable
years, Beacon’s 1992 through 1995 taxable years, and “any ot her
entities which [petitioners] control or own” for the taxable
years 1992 through 1995. The IDR requested that this information
be provi ded by Decenber 5, 1996

I n Decenber 1996, Agent Sutton spent 2 days at Ms.

St ephenson’s office review ng the docunentati on made avail abl e by
petitioners. On Decenber 30, 1996, during respondent’s

exam nation, petitioners filed the 1993 return, 1994 return, and
1995 return.

On January 2, 1997, respondent notified petitioners by
letter that their individual returns for the taxable years 1993
t hrough 1995 were al so under exam nation, as well as Beacon’ s tax
returns for the 1992 through 1995 taxable years and I SOA Inc.’s
tax returns for the 1994 and 1995 t axabl e years.

By letter dated January 17, 1997, petitioners requested that
the exam nation of the taxable years 1993 through 1995 be

transferred to respondent’s Dallas, Texas, office.
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On January 23, 1997, Agent Sutton issued an | DR which again
requested, in part, copies of Beacon’'s and | SOA, Inc.’s tax
returns for the taxable years in issue, as well as the general
| edgers which support all of the tax returns under exam nati on.
Petitioners requested additional tinme to conply with the IDR
because of the | arge volune of docunents in petitioners’
possession and the need to review each adjustnent on their
“general |ledgers”. On February 20, 1997, petitioners requested
additional time in order to reconstruct sonme records and to put
the 1994 and 1995 taxable years in a general |edger format.

Addi tionally, Ms. Stephenson notified Agent Sutton and cl ai ned
that during this tine petitioner’s work demands were al so
“overwhel mng to her.”

By |etter dated February 10, 1997, respondent denied
petitioners’ request to transfer the exam nation to respondent’s
Dal | as, Texas, office.

On March 10, 1997, Agent Sutton received frompetitioner
what have been referred to by petitioners as “general |edgers”.
On March 14, 1997, Agent Sutton received revised general |edgers
for 1994 and 1995. (W have not undertaken to evaluate the so-
call ed general ledgers as to whether they fall within a nornma
definition of “general |edger”. See Wbster’'s Third New
International Dictionary (1986), which defines general |edger as

follows: “the principal and controlling | edger of a business
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enterprise containing individual or controlling accounts for al
assets, liabilities, net worth itens, revenue, and expenses”.)
The general |edgers provided to Agent Sutton |ist dates, anounts,
and types of expenses, but generally did not identify the

busi ness purpose of the |listed expense or provide any supporting
docunentation. Petitioners provided Agent Sutton with revised
versions of the general |edgers several tines as petitioners
continued to sort through their information. Additionally,
petitioners clained that they were unable to provide supporting
docunentation to Agent Sutton along with the “general | edgers”
because this information was |located in Dallas. M. Stephenson
added that any such docunents by thensel ves woul d not have been
hel pful w thout input frompetitioner, whom she cl ai mred was busy
with work and travel at this tine.

The exam nation of petitioners’ “general |edgers” raised
addi tional concerns with Agent Sutton. Many of the amounts on
the “general |edgers” provided by petitioners did not reconcile
to correspondi ng deductions on any of the nunerous tax returns
provi ded by petitioners during the exam nation. M. Stephenson
noted that even with the final anmounts on the “general |edgers”,
Agent Sutton mght not “find the exact nunber on the tax return.”
In addition, sone expenses listed on the “general | edgers”

i ncl uded amounts whi ch had been rei nbursed by the University.

For exanple, one “general |edger” indicated that the
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rei nbursenents fromthe University to petitioner had been equally
split between petitioner’s enpl oyee busi ness expenses at the
University and I SOA, Inc. Additionally, the anmount of
petitioner’s travel expenses at the University on a general
| edger for 1993 did not equal the travel expenses clainmed on the
1993 Form 2106. The “general |edgers” also indicated that
petitioners often clained per di emexpenses as well as hotel and
meal expenses for the same travel. There were al so personal
expenses, including wonen’s clothing and car rental expenses for
petitioners’ son, which were included on the “general |edgers”
and deducted by petitioners on their tax returns under
exam nati on

During the exam nation, Agent Sutton was al so provided with
a draft audit report prepared by the University. The draft audit
report raised questions regarding irregularities with respect to
petitioner’s expense reinbursenents fromthe University.

On May 29, 1997, after examning the information provided to
that date, Agent Sutton issued an IDRto petitioners with nore
t han 300 questions and docunent requests. This again included,
in part, requests for substantiation for the clained business
expense deductions, as well as an explanation of the $195, 000 of

“Advances From Gthers” with respect to ISOA, Inc.’s 1995 return.?®

8 Throughout the proceeding, the parties refer to this as
the “deferred inconme” issue. W do |ikew se.
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In a June 3, 1997, letter to Agent Sutton, Ms. Stephenson
requested that a sanpling techni que be used with respect to the
request ed docunents since petitioners would have to revi ew over
24,000 docunents in response to the |latest DR Agent Sutton
deni ed petitioners’ request to sanple the expenses listed on the
returns and the rel ated substantiati on because there were too
many di screpancies in the returns and submtted docunentation to
warrant sanpling petitioners’ records. However, Agent Sutton
informed Ms. Stephenson that petitioners should provide only the
i nformati on and docunentation that was possi ble w thout
di srupting their professional |lives or spendi ng excessive suns of
noney.

On June 30, 1997, petitioners sent their response to the
|atest IDR to Agent Sutton. For exanple, petitioners’ response
to a request for hotel receipts was “Sanples are attached”.
However, respondent did not receive any such receipts attached to
the IDR In describing the $195, 000 of |icensing fees received
by 1SOA, Inc., in 1995 but not reported in the corporation’s
taxabl e i nconme, petitioners stated that this amount was “held
for $1.5 mllion buyout of intellectual property from|[the
University] within 5 years. Funds can be used to of fset approved
costs of licensing intellectual property per [ISOA, Inc./the
University] agreenent. [ISOA, Inc.] nust show reasonabl e progress

each year toward accunul ation of the $1.5 mllion”
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On August 25, 1997, Agent Sutton prepared and sent a
Referral Report of Potential Crimnal Fraud Cases to the Crimna
| nvestigation Division (CID) of the IRS wth respect to
petitioners, Beacon, and | SOA, Inc., for the taxable years under
exam nation (the crimnal fraud referral). The crimnal fraud
referral for petitioners and Beacon was based, in part, on the
substanti al overstatenent of deductions with respect to incone
and the overall inconpleteness of docunentation provided by
petitioners at that point in the examnation. Wth respect to
| SOA, Inc., the crimnal fraud referral was based |argely on the
$195, 000 of “deferred incone” fromlicensing fees that was
omtted fromincone and classified by I SOA, Inc., as “Advanced
Royal ties” on the 1995 return. Special Agent M ke Metzler of the
CID inforned petitioners that their individual returns for the
taxabl e years at issue were under a crimnal fraud investigation

On January 20, 1998, Agent Sutton issued a Revenue Agent’s
Report (RAR) with respect to petitioners’ 1992 taxable year (1992
RAR). The 1992 RAR proposed an inconme tax deficiency of $14, 750
and total penalties of $14,604. The 1992 RAR in part,

di sall owed all of petitioners’ clainmed Schedul e C deductions on
the basis that | SOA Consulting was not a trade or business and
that the cl ai mred expenses were either nondeducti bl e personal
expenses or that they had been deducted by petitioners el sewhere

on the 1992 return.
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On February 2, 1998, the crimnal fraud investigation was
cl osed without a recommendati on for prosecution.

On February 13, 1998, respondent issued a notice of
deficiency to petitioners with respect to their 1992 taxable
year .

On March 10, 1998, Agent Sutton informed petitioners that
t he exam nation was expanding to include the 1996 taxable year
Wi th respect to petitioners, Beacon, and |ISOA, Inc. At that
time, Agent Sutton issued an IDR wth respect to the 1996 tax
returns for petitioners, Beacon, and | SOA, Inc.°®

On August 12, 1998, Agent Sutton issued separate proposed
RARs for petitioners, Beacon, and ISCA, Inc., with respect to the
remai ni ng taxabl e years under exam nation. Agent Sutton offered
to have a conference with petitioners and Ms. Stephenson on
August 25, 1998, to discuss the proposed adjustnents. Agent
Sutton stated that the proposed RARs were neant to | et
petitioners “know what the proposed adjustnents were and provi de
[ Ms. Stephenson] and the taxpayers tinme to talk to ne or provide
nore books and records.”

On August 24, 1998, after the proposed RARs had been issued,

Ms. Stephenson notified Agent Sutton that petitioners did not

® The request included the tax returns for |SOA Inc., for
t he taxabl e year 1996 endi ng on August 15 and Decenber 31.
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agree with the adjustnents in the proposed RARs sent on August

12, 1998, and requested that the returns under exam nation be
reviewed by respondent’s Appeals Ofice.

On August 27, 1998, respondent issued to petitioners a 30-
day letter for their 1993 through 1995 individual taxable years
and a 30-day letter for their 1996 individual taxable year.
Respondent proposed deficiencies, additions to tax, and penalties

as foll ows: 10

Additions to tax Penal ty
Year Defi ci ency sec. 6651(a)(1) sec. 6663
1993 $25, 046 $2, 866 $18, 785
1994 31, 754 8, 019 23, 815
1995 74, 895 11, 277 56,171
1996 33, 656 --- 25, 242

Respondent, in part, disallowed a nunber of clained business
expense deductions clained by petitioners for |ack of
substanti ati on and busi ness purpose. Respondent al so asserted
that several of petitioners’ clainmed business expense deductions
were either reinbursed by the University, personal in nature, or
deducted nultiple tines anong petitioners, Beacon, and | SCA, |Inc.

On August 27, 1998, respondent issued separate 30-day
letters to Beacon and I SOA, Inc., with respect to the

corporations’ taxable years under exam nation. The 30-day letter

10 Respondent and petitioners resolved the issues that arose
during the exam nation of petitioners’ 1992 individual tax return
with no additional tax or penalties due.
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sent to | SOA, Inc., stated, in part, that the conpany had fail ed
to report $195,000 of income in 1995 which had been erroneously
classified by petitioners as “deferred incone”. Specifically,
Agent Sutton noted that |SOA Inc., received the $195,000 in
licensing fees fromthe conpany’s clients with no restrictions on
the use of the funds and that the Iicensing fees had been
deposited in the conpany’s bank account |ike all other receipts
by the conpany.

By |etter dated October 28, 1998, Anthony Rebollo (M.
Reboll 0), an attorney hired by petitioners, protested the 30-day
letters issued to petitioners, Beacon, and | SOA, Inc., and
request ed an Appeals conference to discuss respondent’s proposed
adj ustnents made with respect to all of the tax returns under
exam nation. M. Rebollo also noted, in part, that “the
t axpayers’ records are volum nous and, with respect to sone
i ssues, can be difficult and time consum ng to anal yze” and that
petitioners’ “extrenely hectic schedule requiring extensive
travel and a great deal of stress” had “contributed to sone of
the problens” in petitioners’ case.

I n Novenber 1998, petitioners were notified that their case
had been transferred to respondent’s Appeals Ofice. Appeals
O ficer Estevan Medi na (Appeals O ficer Medina) was assigned to
review petitioners’ 1993 through 1996 taxable years. By letter

dated March 11, 1999, Appeals Oficer Medina infornmed M.
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St ephenson as to the general scope and course of the Appeals
review process with respect to petitioners. Appeals Oficer
Medi na al so informed Ms. Stephenson as to the categories of
expenses with respect to petitioners, Beacon, and | SOA, Inc.,
that woul d be exam ned. Appeals Oficer Medina further noted
that the examner would initially apply a sanpling technique to
review petitioners’ substantiation. M. Stephenson was
subsequently infornmed by Appeals O ficer Mdina that any
settlenment with respect to petitioners’ 1992 taxable year was
irrel evant because each year stands on its own and that each
i ssue raised during the original audit had to be addressed at
Appeal s.

After discussing petitioners’ case with Appeals Oficer
Medi na, Ms. Stephenson notified petitioners by letter as to
the nature of the Appeals O fice review. Specifically, M.

St ephenson infornmed petitioner that if the sanpling process did
not yield sufficient results then the exam ner m ght deny a
deduction in whole or in part, or “she will have to | ook at every
item of deduction”.

Revenue Agent Jean Wharton (Agent Wharton) was assigned to
exam ne petitioners’ records during the Appeals Ofice review
Petitioners did not support Appeals Oficer Medina s suggestion
to add a second revenue agent to expedite the Appeals

exam nati on.
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From May to Septenber 1999, Agent Wharton spent 14 days at
petitioners’ residence review ng records and docunentation with
respect to the 1993 through 1996 taxable years. This included
nore than 20 boxes of travel docunmentation frompetitioners and
their related entities. This docunentation included, anong ot her
itens, restaurant receipts, hotel receipts, and business cards.

During Appeal s consi deration, Agent Wharton often did
not receive adequate docunentation frompetitioners and Ms.

St ephenson in response to questions raised during her

exam nation. For exanple, in sone cases the only substantiation
Agent \Wharton received with respect to the business purpose of
certain travel expenses was busi ness cards.

During her review, Agent Wharton noted that she had several
versions of “general |edgers” and that none conpletely reconciled
to any of the returns in respondent’s possession. For exanple,
Agent \Wharton determ ned that in 1995, petitioner frequently
travel ed from Lubbock, Texas, to Richardson, Texas, on day trips
wi th no overni ght stays. However, in addition to the actual
travel expenses, petitioner clained per diemexpenses for at
| east 100 days. Petitioner also clained a per diem expense for
time in Hawaii while she waited to have a visa approved for a
trip to Australia. During her review, Agent Warton found that
petitioners deducted $59,479 on their 1996 Schedule A for “Job

travel: accom in Dallas”. Petitioners’ 1996 general |edger
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indicated that this anmount included petitioners’ nortgage
paynents, car |oan paynents, and paynents for hone furnishings.
Agent Wharton al so determned that a majority of shipping
expenses were for itens shipped to famly nmenbers for which there
was no cl ear business purpose.

On January 12, 2000, Appeals Oficer Medina net with
petitioners, M. Stephenson, and M. Rebollo to di scuss Agent
VWharton’s review and the adjustnments he was willing to concede in
order to facilitate a possible settlenent. Petitioners rejected
the settlenent proposal. Subsequent settlenment proposals by M.
St ephenson were rejected by Appeals Oficer Mdina.

By letter to M. Reboll o dated January 28, 2000, Appeals
O ficer Medina again explained the results of Agent Wharton’'s
exam nation and respondent’s position with respect to the
proposed adj ust nents.

In April 2000, petitioners engaged new counsel, W Thonas
Finley (M. Finley) to represent themin their dispute. After an
April 28, 2000, neeting, M. Finley agreed to provide Appeals
O ficer Medina additional substantiation prior to any decision by
the Appeals Ofice.

On June 20, 2000, M. Finley sent a new settl enent proposal
to Appeals Oficer Medina, along with additional substantiation
and spreadsheets prepared by Ms. Stephenson. In a letter to

Appeal s O ficer Medina dated August 1, 2000, Ms. Stephenson
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provided a sunmmary of petitioners’ positions with respect to the
i ssues of the |latest settlenment proposal. Wth respect to the
deferred i ncone issue, Ms. Stephenson stated that this anmount was
“the accunul ation of royalties owed to inventors” and that | SQOA,
Inc., was “nerely a conduit for distributing these royalty
paynments to the inventors.” M. Stephenson for the first tine
also claimed that 1SOA, Inc.’s 1995 return erroneously indicated
that the corporation was on the cash basis nethod of accounting.
In addition, Ms. Stephenson stated that |1SOA, Inc., was an
accrual basis taxpayer and that the proper accounting treatnent
of the “deferred incone” would have been “to recogni ze the
royalty inconme when received and set up a correspondi ng payabl e
to the inventors for the sanme anount.”

By letter to Ms. Stephenson dated August 11, 2000, Appeals
O ficer Medina rejected petitioners’ June 2000 settl enment
pr oposal .

[11. The Notice of Deficiency

On Cct ober 19, 2000, respondent issued to petitioners a
notice of deficiency for their 1993 through 1996 indi vi dual
t axabl e years. The notice of deficiency also included
adj ustnents with respect to Beacon for the taxable years 1993

t hrough 1996 and | SOA, Inc., for the taxable years 1995 and
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1996. % In the notice, respondent asserted, in part, that
numer ous busi ness expenditures clainmed by petitioners, Beacon,
and | SOA, Inc., had not been adequately substantiated and did not
have a busi ness purpose. Respondent also determ ned that Beacon
and I SOA, Inc., had failed to properly include certain anounts in
i ncone. Specifically, respondent determ ned that |SOA Inc.
failed to properly include the $195,6000 of “deferred i ncome” in
the corporation’s 1995 taxable incone. The notice of deficiency
determ ned deficiencies, additions to tax, and accuracy-rel ated

penalties, as follows: 12

Additions to tax Penal ty
Year Defi ci ency sec. 6651(a)(1) sec. 6662
1993 $23, 733 $2,538 $4, 747
1994 28,514 7,209 5, 703
1995 75, 089 11, 306 15, 018
1996 28, 307 --- 5, 661

V. The Petition and Proceedings to Date

On January 17, 2001, petitioners tinely filed a petition
with the Court. Petitioners placed all of the anpbunts in the
notice of deficiency in dispute. Petitioners alleged, anong
ot her things, that the clainmed business expense deductions with

respect to petitioners’ business activities had been adequately

11 The adjustnments with respect to ISOA, Inc., for the
t axabl e year 1996 were for the corporation’ s taxable year ending
Aug. 15, 1996.

12 The sec. 6663 fraud penalty was conceded as a result of
Appeal s O fice consideration.
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substanti ated and were ordinary and necessary busi ness expenses.
The petition further alleged that Beacon and | SOA, Inc., did not
fail to properly report any itens of taxable incone.

On March 8, 2001, Mary Kay Mcllyar (Ms. Mcllyar), the
District Counsel attorney to whomthe case was assigned, filed an
answer to the petition which denied all of petitioners’
assi gnnments of error

Ms. Mcllyar net with Agent Wharton, Ms. Stephenson, and M.
Finley to discuss petitioners’ case. At this neeting, it was
deci ded that petitioners would provide “nockup” tax returns which
woul d include only the anbunts that could be adequately
substanti ated by petitioners. These “nockup” tax returns would
not be filed with the IRS.

Years after petitioners’ filed returns, “Estimated” returns,
“Revi sed” returns, and “Anmended” returns, M. Stephenson prepared
the “nockup” tax returns along with “general |edgers” to support
t he anobunts on these returns. Between June and Septenber of
2001, M. Finley provided Ms. Mcllyar with the “nockup” returns
for the entities and taxable years in issue. Many of the anobunts
on the “nockup” tax returns differed fromthe anounts on the tax
returns petitioners had previously submtted to the IRS. Revenue
Agent Richard Laakso (Agent Laakso) was assigned to exam ne the
“nmockup” returns and the “general |edgers” prepared by Ms.

St ephenson. Agent Laakso selected a |limted nunber of entries
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fromthe nost recent “general |edgers” to verify the anmounts on
the “nmockup” tax returns. During his review of the “nockup” tax
returns, Agent Laakso occasionally needed to request additional
substantiation. After review ng the “nockup” tax returns, Agent
Laakso di scussed settl enent proposals for each taxable year in
issue with Ms. Stephenson. The settlenent proposals reached
bet ween Agent Laakso and Ms. Stephenson were then submtted to
Ms. Mcllyar and M. Finley to negotiate any possible final
settl enents.

On Decenber 5, 2001, M. Finley sent respondent a separate
settlenment offer for each of the years 1993 through 1996 with

total tax liabilities for each year as foll ows:

Tot al
Year tax liability
1993 $5, 000
1994 5, 450
1995 7,700
1996 1, 750

On February 11, 2002, the settlenent offers for 1993 and
1994 were accepted by Ms. Mcllyar in the anounts proposed by M.
Fi nl ey.

On February 19, 2002, Ms. Mcllyar proposed settlenents for

the 1995 and 1996 taxable years as foll ows:

Tot al Penal ty
Year tax liability sec. 6662(a)
1995 $12, 921 ---

1996 7, 330 $1, 466
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On April 12, 2002, a stipulated decision docunent was signed

and submtted to the Court reflecting the follow ng settl enent:

Penal ty
Year Defi ci ency sec. 6662(a)
1993 $5, 000 ---
1994 5, 450 ---
1995 12,921 ---
1996 7, 330 $1, 466

On May 14, 2002, petitioners filed their notion for an
award of costs.®* Accordingly, on May 14, 2002, the stipul ated
deci sion was vacated, recharacterized, and filed as a stipulation
of settlenment. On June 26, 2002, petitioners filed an anended
notion for costs.

On August 26, 2002, respondent filed an objection to
petitioners’ anended notion for an award of costs. According to
respondent’s objection: (1) The positions nmaintai ned by
respondent in the admnistrative and court proceedi ngs were
substantially justified; (2) petitioners unreasonably protracted
both the adm ni strative and court proceedings; (3) petitioners
did not incur any costs in connection with either the
adm ni strative or court proceedings; and (4) the adm nistrative
and litigation costs clained by petitioners were unreasonable in

anount .

13 Respondent’s counsel agreed to the settlenent unaware of
petitioners’ intention to file the notion here under
consideration after the stipul ated decision had been entered.
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On April 30, 2003, petitioners filed a reply. Pursuant to
petitioners’ request, an evidentiary hearing was conducted on
petitioners’ notion in Dallas, Texas.

OPI NI ON

Adm ni strative costs incurred in connection with an
adm ni strative proceedi ng may be awarded under section 7430(a)
only if a taxpayer: (1) Is the prevailing party, and (2) did
not unreasonably protract the adm nistrative proceedi ng. Sec.
7430(a) and (b)(3).* Simlarly, litigation costs incurred in
connection with a court proceeding may be awarded only if a
taxpayer: (1) Is the prevailing party; (2) has exhausted his or
her adm nistrative renmedies within the IRS;, and (3) did not
unreasonably protract the court proceeding. Sec. 7430(a) and
(b) (1), (3).

A taxpayer nust satisfy each requirenent in order to be
entitled to an award of adm nistrative or litigation costs under
section 7430. Sec. 7430(a)(1l) and (2), (c)(1) and (2); Rule
232(e).

To be a “prevailing party”, the taxpayer nust: (1)

Substantially prevail with respect to either the anount in

14 Adm nistrative costs include only the costs incurred on
or after the earlier of: (1) The date of receipt by the taxpayer
of the decision by the Appeals Ofice; (2) the date of the notice
of deficiency; or (3) the date on which the first letter of
proposed deficiency which allows the taxpayer an opportunity for
admnistrative reviewin the IRS Appeals Ofice is sent. Sec.
7430(c) (2).
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controversy or the nost significant issue or set of issues
presented; and (2) satisfy the applicable net worth requirenent.
Sec. 7430(c)(4)(A). Respondent concedes that petitioners have
satisfied the requirenents of section 7430(c)(4)(A). According
to respondent, however, petitioners are not prevailing parties
within the neani ng of section 7430 because respondent’s positions
in the adm nistrative and court proceedi ngs were substantially
justified. Sec. 7430(c)(4)(B)(i).

In general, the Comm ssioner’s position is substantially
justified if, based on all of the facts and circunstances and the
| egal precedents relating to the case, the Comm ssioner acted

reasonably. Pierce v. Underwood, 487 U.S. 552 (1988); Sher v.

Commi ssioner, 89 T.C. 79, 84 (1987), affd. 861 F.2d 131 (5th Cr

1988). In other words, to be substantially justified, the
Commi ssioner’s position nmust have a reasonable basis in both | aw

and fact. Pi erce v. Underwood, supra; Rickel v. Conm ssioner,

900 F.2d 655, 665 (3d Cr. 1990), affg. in part and revg. in part
on other grounds 92 T.C. 510 (1989). A position is substantially
justified if the position is “justified to a degree that could

satisfy a reasonable person.” Pierce v. Underwood, supra at 565

(construing simlar |anguage in the Equal Access to Justice Act).
Thus, the Comm ssioner’s position may be incorrect but

nevert hel ess be substantially justified “*if a reasonabl e person
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could think it correct’”. Maggie Mgnt. Co. v. Commi ssioner, 108

T.C. 430, 443 (1997) (quoting Pierce v. Underwood, supra at 566

n. 2).
The relevant inquiry is “whether * * * [the Comm ssioner]
knew or should have known that * * * [his] position was invalid

at the onset”. Nalle v. Conm ssioner, 55 F.3d 189, 191 (5th G

1995), affg. T.C. Meno. 1994-182. W | ook to whether the
Comm ssioner’s position was reasonable given the avail able facts
and circunstances at the tinme that the Conm ssioner took his

position. Maggie Mgmt. Co. v. Conm ssioner, supra at 443;

DeVenney v. Comm ssioner, 85 T.C 927, 930 (1985). In deciding

whet her the Comm ssioner’s position was substantially justified,
a significant factor is whether, on or before the date the
Comm ssi oner assumed the position, the taxpayer provided “al
relevant information under the taxpayer’s control and rel evant
| egal argunents supporting the taxpayer’s position to the
appropriate Internal Revenue Service personnel.”! Sec.
301. 7430-5(c) (1), Proced. & Adm n. Regs.

The fact that the Conm ssioner eventually concedes or |oses

a case does not establish that his position was unreasonabl e.

15 “Appropriate Internal Revenue Service personnel” are
t hose enpl oyees who are review ng the taxpayer’s information or
argunents, or enployees who, in the normal course of procedure
and adm ni stration, would transfer the information or argunents
to the reviewi ng enpl oyees. Sec. 301.7430-5(c)(1), Proced. &
Adm n. Regs.
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Estate of Perry v. Conm ssioner, 931 F.2d 1044, 1046 (5th Gr.

1991); Sokol v. Comm ssioner, 92 T.C 760, 767 (1989). However,

t he Conm ssioner’s concession is a factor to be consi dered.

Powers v. Conmm ssioner, 100 T.C. 457, 471 (1993), affd. in part,

revd. in part and remanded on another issue 43 F.3d 172 (5th Gr.
1995).

As relevant here, the position of the United States under
consideration with respect to the recovery of adm nistrative
costs is the position taken by the Conm ssioner as of the date of

the notice of deficiency. Sec. 7430(c)(7)(B)(ii); Fla. Country

Cubs, Inc. v. Conm ssioner, 122 T.C. 73 (2004), affd. 404 F.3d

1291 (11th Cr. 2005). The position of the United States under
consideration with respect to the recovery of litigation costs is
the position taken by the Conm ssioner in the answer to the

petition. Bertolino v. Conm ssioner, 930 F.2d 759, 761 (9th G

1991); Sher v. Conm ssioner, 861 F.2d at 134-135; see sec.

7430(c)(7)(A). Odinarily, we consider the reasonabl eness of
each of these positions separately in order to account for a

change in the Conm ssioner’s position. Maggie Mgnt. Co. V.

Conmm ssi oner, supra at 442 (citing Huffman v. Conm ssioner, 978

F.2d 1139, 1144-1147 (9th Cr. 1992), affg. in part and revg. in
part on other grounds T.C. Meno. 1991-144). |In the present case,

however, we need not follow this approach because respondent’s
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position was essentially the sane in the admnistrative and Court

proceedi ngs. See Maggie Mgnt. Co. v. Conm ssioner, supra at 442.

The parties agree, nore or less, that prior to the

settlenment, the itens at issue as a result of respondent’s

exam nation were primarily: (1) Petitioners’ clainmed business
expense deductions; and (2) I1SOA Inc.’s “deferred incone” in
1995 in the anmount of $195,000. W have previously adopted an

I ssue- by-issue approach to the awardi ng of costs under section
7430, apportioning the requested award anong the issues according
to whether the position of the United States was substantially

justified. Swanson v. Conmm ssioner, 106 T.C 76, 102 (1996);

O Bryon v. Commi ssioner, T.C. Mno. 2000-379; see al so Powers V.

Comm ssioner, 51 F.3d 34, 35 (5th Gr. 1995). W follow that

approach here and separately di scuss whet her respondent’s
position was substantially justified with respect to each of the
above issues. ®

| . Busi ness Expense Deducti ons

In the notice of deficiency, respondent disallowed various
busi ness expense deductions cl ainmed on petitioners’ individual

tax returns, as well as the tax returns of Beacon and | SOA, |[nc.

8 Much of petitioners’ presentation at the hearing
addressed the crimnal referral and the proposed civil fraud
penalty. Although the civil fraud penalty was proposed in the
revenue agent’s report, it was neither included in the notice of
deficiency nor the answer. Consequently, the substanti al
justification of respondent’s proposed inposition of the civil
fraud penalty is not considered here. See sec. 7430(c) (7).
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because petitioners did not: (1) Adequately substantiate those
deductions; and/or (2) establish the business purpose for the
deduct i ons.

We begin with a fundanental proposition of Federal inconme
taxation. Deductions are matters of legislative grace. New

Colonial Ice Co. v. Helvering, 292 U S. 435, 440 (1934); Segel v.

Commi ssioner, 89 T.C 816, 842 (1987). Taxpayers are required to

substantiate the clai ned deductions by maintaining records
necessary to establish entitlenment and the anmount of the

deduction in question. Sec. 6001; Menequzzo v. Comm SSioner,

43 T.C. 824, 831-832 (1965); sec. 1.6001-1(a), Incone Tax Regs.;

see Rule 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U S 79, 84

(1992); Welch v. Helvering, 290 U. S. 111, 115 (1933); Segel V.

Conmi ssi oner, supra; Hradesky v. Comm ssioner, 65 T.C. 87, 90

(1975), affd. per curiam540 F.2d 821 (5th Cr. 1976). In
general, the burden to denonstrate entitlement to a cl ai ned

deduction rests with the taxpayer. Rule 142(a); Underwood v.

Comm ssioner, 56 F.2d 67 (4th Gr. 1932), revg. 20 B.T. A 1117

(1930).

Ceneral ly, section 162(a) allows “as a deduction all the
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business”, including a
taxpayer’s trade or business as an enployee. See Prinuth v.

Commi ssioner, 54 T.C 374, 377-378 (1970). To support expenses
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entitled to a section 162(a) deduction, a taxpayer mnust provide
evidence to establish a sufficient connection between the

deduction and his trade or business. Gorman v. Conmni Ssioner,

T.C. Meno. 1986- 344.

Certain expenses that otherwi se qualify for deduction under
section 162(a) require enhanced, nore specified substantiation
under section 274. These include travel, food, and entertai nnment
expenses. For these itens, taxpayers nust show that an expense
was “directly related” to the business activity, and nust provide
t he busi ness purpose, anount, and tinme and place of the
expenditure. Sec. 274(a); sec. 1.274-5T(b)(2), Tenporary I|Incone
Tax Regs. 50 Fed. Reg. 46014 (Nov. 6, 1985). 1In order to
substanti ate these types of deductions by neans of adequate
records, a taxpayer nust maintain a diary, a log, or a simlar
record, and docunentary evidence that, in conbination, are
sufficient to establish each el enent of each expenditure or use.
Sec. 1.274-5T(c)(2)(i), Tenporary Incone Tax Regs., 50 Fed. Reg.
46017 (Nov. 6, 1985).

| f the allowance of a deduction clainmed on a return is
chal | enged by respondent, respondent is not obliged to concede
the taxpayer’s entitlenment to the deduction until adequate

substantiation for the deduction has been provided by the
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t axpayer. See Huynh v. Comm ssioner, T.C Meno. 2002-110;

CGCealer v. Comm ssioner, T.C. Menp. 2001-180; O Bryon v.

Conmi ssi oner, supra; Cooper v. Conmm ssioner, T.C. Mnp. 1999-6.

What constitutes adequate substantiation for challenged
deductions, of course, is fertile ground for disputes between a
t axpayer and respondent, and we recogni ze that the nature and
guantum of substantiation for a given deduction can vary with

the circunstances. WlIlch v. Helvering, supra. Qi dance

publ i shed by respondent identifies generally how a deduction may
be substantiated, but notes that proof that an expenditure was
made or incurred does not necessarily establish that a taxpayer
is entitled to a deduction for that expenditure. Taxpayers are
advi sed to keep any other docunents that may prove entitlenent to
t he deduction. See Rev. Proc. 92-71, 1992-2 C B. 437.
Furthernore, a taxpayer’s self-serving declaration is generally
not a sufficient substitute for records. See Wiss v.

Conmi ssioner, T.C Meno. 1999-17.

Respondent’s position with respect to the disall owance of
deductions clained on petitioners’ returns flows fromthe
exam nation of those returns, and it is clear that a taxpayer’s
return is hardly substantiation for itens reported on that

return. See Seaboard Commercial Corp. v. Conm ssioner, 28 T.C

1034, 1051 (1957); Halle v. Comm ssioner, 7 T.C 245, 247 (1946),

affd. 175 F.2d 500 (2d Gr. 1949).
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According to petitioners, their hectic work schedul es
precluded themfromfiling tinely individual tax returns for the
years 1993 through 1995. Petitioners’ 1993, 1994, and 1995
returns were not received by respondent until Decenber 30, 1996,
and then each was foll owed by an “anended” or “revised” version.

In addition to filing multiple versions of untinely tax
returns, petitioners repeatedly failed to respond tinely and
adequately to respondent’s nunerous requests for information and
docunentation during the exam nation. Petitioners attribute
these failures to their busy work and travel schedul es.
Petitioners conplain of respondent’s practice of issuing nultiple
| DRs for the sane information, but ignore their own behavior as
the reason for such nultiple requests.

Not hi ng i ntroduced at the hearing establishes that
respondent’s agents inproperly or unreasonably failed to accept
adequat e substantiation for the deductions in dispute. Many of
petitioners’ clainmed business expense deductions were for travel
and entertainnent. As previously noted, that type of expense is
subject to strict substantiation requirenents to be allowed as a
deduction. As best as can be determned fromthe hearing record,
petitioners provided little substantiation with respect to much
of their travel and entertai nnent expense deductions. For
exanpl e, petitioners provided only business cards to substantiate

t he busi ness purpose of sone clained travel expenses.
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Petitioners had no receipts for anbunts deducted as travel
expenses that were allegedly paid to their daughter in exchange
for travel coupons. Many questions were raised by the revenue
agent regarding petitioner’s reinbursenents for University-
related travel, but petitioners del ayed responding to those
questions, or failed conpletely to do so, even though an

i nvestigation by the University focused upon those

rei mbur senents. v’

Fromtheir presentation at the hearing, it appears that
petitioners, for the nost part, consider the “general |edgers”
provided to the exam ning agents as adequate substantiation for
t he chal | enged deductions. Ignoring for the nonent
i nconsi stencies fromversion to version, the “general |edgers”
provided little support for the chall enged deductions. The
“general |edgers” |acked neaningful descriptions of the |listed
expendi tures or their business purpose, and, on an itemby item
basis, the amobunts reported on the “general |edgers” often did
not support the anounts reported on any of the returns submtted
by petitioners. Contrary to the significance that petitioners
attribute to the “general |edgers”, in many ways, those docunents
actual ly support respondent’s requests for additional information

for certain deductions inasmuch as entries contained in the

17 Petitioner was given the opportunity at the hearing to be
recalled as a witness to explain the nature of the University’'s
i nvestigation, but she chose not to do so.
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“general |edgers” suggest that petitioners inproperly deducted:
(1) Personal itens as busi ness expenses; (2) actual travel
expenses in addition to per diem anopunts; and (3) nortgage
paynments, autonobile paynents, and hone furnishings as “job
travel ” expenses. Furthernore, the “general |edgers” were
continually revised during the exam nation of petitioners’
returns. This suggests that petitioners did not keep these
records contenporaneously with their expenditures or that entries
originally nmade were in sonme manner or another erroneous.
Respondent properly requested supporting docunentation for
entries made in the “general |edgers”, but sone requests were

i gnored and many responses were del ayed.

A taxpayer’s poorly detail ed and noncont enpor aneous records
are hardly proper substantiation for chall enged deductions, and
secondary sources, such as petitioners’ “general |edgers”,
offered in support of a taxpayer’s business expense deductions

need not be accepted by respondent or this Court. See Krieger V.

Commi ssioner, T.C Menp. 1993-347, affd. w thout published

opinion 64 F.3d 657 (4th Cr. 1995); Bard v. Comm ssioner, T.C

Meno. 1990-431; Farquson v. Conmi ssioner, T.C. Menop. 1983-615.

Under the circunstances, including the confusion no doubt
caused by the use of simlar acronyns for different entities, we
find no fault with respondent’s refusal to accept the “general

| edgers” and other information provided by petitioners as
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adequat e substantiation for the business expense deductions
disallowed in the notice of deficiency. Taking into account
controlling | egal precedent and based on the facts available to
respondent when the notice of deficiency was issued, as well as
when the answer was filed, we find that respondent’s position
that results fromthat refusal has a reasonable basis in |aw and

fact and therefore is substantially justified. See Maggie Mnt.

Co. v. Conmissioner, 108 T.C. at 443.

Qur conclusion on this point is not altered by the fact that
a settlenent was achieved after “nock-up” tax returns that
differed fromall of the returns previously submtted by
petitioners and additional substantiation were provided and

reviewed by respondent’s counsel. See Harrison v. Conm Sssioner,

854 F.2d 263, 265 (7th Cr. 1988), affg. T.C Meno. 1987-52;
Wckert v. Conm ssioner, 842 F.2d 1005 (8th Gr. 1988), affg.

T.C. Meno. 1986-277.

1. The “Deferred | ncone” |ssue

In the notice of deficiency and in his answer, respondent
takes the position that $195,000 of |icensing fees received by
| SOA, Inc., are includable in its incone in the year received.
According to petitioners, respondent has failed to establish that
his position has a reasonable basis in law. Petitioners argue
that respondent’s position is, therefore, not substantially

justified.
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For the taxable years in issue, ISOA Inc., was an S
corporation that prepared its tax returns on the cash basis
met hod of accounting. On its 1995 return, ISQOA, Inc., treated
$195, 000 of licensing fees received during the taxable year as
“Unearned I ncone (Escrow)”. Petitioners clained that |SOA Inc.
did not include the $195,000 of licensing fees it received in
taxabl e inconme due to the fact that the royalties the corporation
owed would not ultimately be paid until a final agreenment was
reached with the University. Therefore, petitioners argued, the
full amount of the licensing fees which ISOA, Inc., would retain
could not be determ ned at the tinme of receipt.

Once again, respondent’s position on this issue calls into
pl ay fundanental principles of Federal incone taxation. As a
general rule, a cash basis taxpayer recognizes incone in the year
of receipt. Sec. 451(a); sec. 1.451-1(a), Incone Tax Regs.
Exceptions to this general rule exist for amounts properly
characterized as deposits or amounts held in trust that m ght

have to be returned. See, e.g., Comm ssioner v. Indianapolis

Power & Light Co., 493 U. S. 203, 207-208 (1990); Johnson v.

Comm ssioner, 108 T.C. 448, 467-475 (1997), affd. in part, revd.

in part and remanded on another ground 184 F.3d 786 (8th Cir
1999). Unless received under a claimof right, “a taxpayer need
not treat as inconme noneys * * * which were not his to keep, and

whi ch he was required to transmt to soneone el se as a nere
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conduit.” D anond v. Conm ssioner, 56 T.C. 530, 541 (1971),

affd. 492 F.2d 286 (7th Gr. 1974). Receipts subject to the
taxpayer’s claimof right are includable in the taxpayer’s incone

in the year of receipt. N._Am GOl Consol. v. Burnet, 286 U.S.

417, 424 (1932). A taxpayer has a claimof right to incone if
the taxpayer: (1) Receives the income; (2) has control over the
utilization and disposition of the inconme; and (3) asserts a
“claimof right” or entitlenent to the incone. 1d. at 424.

Over the course of the exam nation, petitioners maintained
several different positions with respect to ISCA, Inc.’s
treatnent of the licensing fees as “deferred incone”. |In 1997,
petitioners’ original position with respect to the “deferred
i ncome” was that the anmobunt was being “held for paynent of $1.5
mllion buyout of intellectual property” fromthe University.
Later, in August 2000, petitioners maintained the position that
the “deferred i ncome” represented accunul ated royalties owed to
the inventors of the underlying intellectual property. At trial,
Ms. Stephenson also testified that the Iicensing fees were
treated as “deferred i ncone” because they were subject to being
refunded to the licensees. W also note that, on August 1, 2000,
just prior to respondent’s notice of deficiency sent on Cctober
19, 2000, Ms. Stephenson stated that |1SOA, Inc., was actually an

accrual basis taxpayer and that the proper accounting treatnent
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of the “deferred incone” would have been “to recogni ze the
royalty inconme when received and set up a correspondi ng payabl e
to the inventors for the sanme anount.”

G ven petitioners’ explanations, it was reasonable for
respondent to take the position that 1SOA, Inc., was not nerely a
conduit and that the $195, 000 received by the corporation in 1995
was includable in taxable incone in the year received. There was
no question that the licensing fees were received by | SOA Inc.
in 1995 and deposited into the corporation’s bank account. | SOA,
Inc., had control over the utilization and disposition of these
licensing fees and, in fact, paid related expenses fromthese
licensing fees. There is no indication in the record that the
licensing fees were ever deposited or segregated into any
separate account. Wiile ISOA Inc., may have had an unfi xed
obligation to pay royalties to the inventors, the licensing fees
were not required to be held until that tine.

Accordingly, it was reasonable for respondent to take the
position that | SOA, Inc., had dom nion and control over the
licensing fees and that such anmounts were not held by the
corporation nerely as an agent or conduit. W find that
respondent’s position that the $195,000 of “deferred incone”
shoul d have been included in ISOA, Inc.’s 1995 taxabl e i nconme was
a reasonabl e application of the | aw given the avail able facts and

circunstances at the tine that respondent took his position.
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Because respondent’s positions in the admnistrative and
court proceedings were substantially justified, we need not
deci de whet her petitioners unreasonably protracted the
proceedi ngs, or whether the adm nistrative and litigation costs
clainmed by petitioners are reasonable.

We find that respondent’s positions on the disputed issues
were substantially justified. Therefore, we hold that
petitioners are not prevailing parties wthin the nmeani ng of
section 7430 and are not entitled to an award of adm nistrative
and litigation costs.

To reflect the foregoing,

An appropriate order

and decision will be entered.




